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SUMMARY 


In late 1976 and early 1977 the Chilean economy continued its 
recovery from a severe recession induced by balance of payments 
difficulties, inflation, and structural disequilibria. Gross 
domestic product grew at about four percent in 1976, following a 
decline of 13 percent in 1975. Copper and manufacturing were the 
leading growth sectors in 1976. After peaking in mid-1976 at almost 
20 percent of the work force, the unemployment rate declined sharply 
during the last six months of the year. 


Early in 1977, the Government of Chile took the decision to reactivate 
the economy. It was encouraged in this by an accumulation of foreign 
exchange reserves, and higher than projected copper prices. Steps 
included: 


-—- lower income and employer taxes 
-- new Central Bank credits for exporters and investors 
-- easing restrictions on bank lending. 


At the same time, the fight continued against inflation, principally 
through a 10% revaluation of the peso. This was intended to stop the 
accumulation of foreign exchange, the major source of monetary expan- 
sion, and to encourage imports which would have a depressing effect 
on consumer prices. Albeit receding, inflation has continued at a 
rate of 90-100 percent yearly in recent months. 


Chile continues its steady progress toward a more open economy. 
Tariffs were further lowered in February. In March a new Foreign 
Investment Law was enacted which gives additional guarantees to 
investors. 


CHILE - KEY ECONOMIC INDICATORS 


All values in US$ millions and represent 
period totals unless otherwise indicated 








Exchange rate as of April 30, 1977 1975 1976 2 Estimate 
US$1.00 = Ch.P. $18.97 Change 1977 





INCOME, PRODUCTION, EMPLOYMENT 


GDP at constant 1976 US dollars (millions) 8,539 8,881 % 9,414 
Per Capita GDP (constant 1976 US dollars) 833 850 2 909 
Plant & Equipment investment as 2% of GDP 12 N.A. = R.A. 
Copper Production (thousands metric tons) 828.3 1,005.2 21.4 R.A. 
Indices: (1975 = 100) 

Industrial Production (Aver. 1975, 1976) 100 112 12 R.A. 

Aver. industrial wage 100 361 261 B.A. 
Labor Force (thousands) (Santiago) (Dec. 

1975, 1976) 1,280.2 1,317.5 2.8 R.A. 
Unemployment rate (Santiago) (Dec,'75,'76) 18.7 13.6 = R.A. 


MONEY AND PRICES 
Money Supply (millions P$) (Dec. '75, '76, 


Feb. '77) 2,587.7 7,446.6 187.8 9,164.2 
Major banks interest rates (2) 416 340 = 260 
Indices: (Dec. 1975 = 100) 

Wholesale Price (Dec.'75, '76, March '77) 100 251.58 1S2 316.1 

Consumer Price (Dec.'75, '76, March '77) 100 274.3 176 326.2 

Retail Sales (Dec. 1975, 1976) 100 106.9 6.9 B.A. 


BALANCE OF PAYMENTS AND TRADE 
Gold and Foreign Exchange Reserves 1/ 


(Dec. 1965, 1976, March 1977) 337 783 132 762 
External Public Debt 2/ 4,467 3,866 - 13.4 W.A. 
Annual Debt Service 2/ 722 B48 17.4 891 
Balance of Payments =- 275 459 = 160 
Balance of Trade - 278 416 - 187 
Exports, FOB 1,498 2,077 39 2,137 

U.S. share (2) 9.1 10.6 - B.A. 
Imports, CIF 1,776 1,661 - 6.4 1,977 

U.S. share (%) 29.4 30.4 > B.A. 


1/ IMF definition. 


2/ Excludes short term credits. 








CURRENT ECONOMIC SITUATION AND TRENDS 


Government Economic Policy. The economic program is geared toward (1) the 
establishment of a free market economy, the government intervening only as 
necessary to correct monopolistic situations and as required by the 

public interest; (2) a greater integration of the domestic and world 
economies, with the objective of better resource allocation; and (3) a 
redistribution of more resources to the poor as an expanding economy permits. 


Market forces are being strengthened by the elimination of price and non- 
price barriers to entry; and restraints on fiscal outlays. Between 1973 and 
1976, government expenditures fell by almost 40 percent. Tight budgetary 
controls will remain. The relative size of the government's productive 
apparatus will diminish. Most of the 500 firms once comprising that 
apparatus, including commercial banks, have reverted to the private sector. 
Moreover, the few remaining price controls , principally on staples, are 
being phased out. 


Structural and institutional changes now in progress are intended to provide 
resources for social development -- housing, education and cultural opport- 
unities for Chile's poor -- which in turn should attenuate social tensions 
inherited from the past. 


Pace of Economic Recovery. By March 1977, the index of manufacturing had 
rebounded to the highest level since December 1974. Only toward the end 

of 1976, however, did the index of construction register substantial 
improvement. Greater external and Chilean government financing for housing, 
a decline in domestic interest rates, and an expected increase in the flow 
of foreign investment, should spur the construction industry in the coming 
months. 


Higher copper prices and the termination of the copper producers associa- 
tion's restrictions on exports helped to boost Chile's copper output in 
1976 by about 15 percent. Coal, iron ore and nitrate production dropped 
as a result of declining demand in domestic and foreign markets. Rising 
industrial activity should stimulate coal and iron ore production. Less 
favorable are prospects for the long-declining nitrate industry. Although 
petroleum output has been falling. for more than a decade, recent oil 
discoveries in the Straits of Magellan give some promise of eventually 
reversing Chile's ever greater dependence on energy imports. 


Preliminary indications are that gross domestic product grew by about four 
percent in 1976, following a decline of about 13 percent in 1975. By early 
1977, the economy was approaching a more normal level of activity. The 
gross domestic product is expected to expand by about six percent in 1977. 


Longer term growth will depend on the achievement of higher rates of 
investment. Gross net investment in the Chilean economy fell to a yearly 
average of only about ten percent in 1975 and 1976, as compared with about 
17 percent in the 1960's. Government investment, including subsidies to 
government-owned firms, has been kept in check since 1974. Private invest- 
ment is expected to be facilitated by a lighter tax burden and by guaran- 
tees to foreign investors. An overall investment rate of 20, perhaps even 
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25, percent is considered necessary to achieve satisfactory levels of 
development. 


Employment and Wages. The Chilean labor force is estimated at 3.6 
million persons. About 20 percent is employed in agriculture, and the 
balance in mining and urban pursuits. In more normal times the uner- 
ployment rate averages to about 6.5 percent. Recession and economic 
readjustments have pushed it to substantially higher levels. The 

Chilean government initiated a work relief program in mid-1975 providing 
subsistence levels of income to about 200,000 persons. Lack of employ- 
ment opportunities and budgetary stringencies, especially in Chilean 
universities, have induced a large migration of Chilean professionals 
abroad. So far, no programs to staunch this outflow have been introduced. 


A 13.6 percent unemployment rate in December 1976 contrasts favorably 
with the March 1976 high of 19.8 percent. Much, however, of this expan- 
sion has been in the personal and domestic services sector, rather than 
reflecting new investment. A ban on strikes and union activity generally, 
combined with high unemployment have helped to keep labor relatively 
quiescent and to check real wage increases. 


The last wage adjustment, in accordance with previous inflation, was made 
in March. Further adjustments are expected in July and December. The 
average wage of US$139 per month buys more as inflation abates. The 
Index of Salaries and Wages indicates an 11.6 percent increase in real 
wages during 1976. Wage costs were recently reduced by a reduction dia 
employer payroll taxes. 


Copper. The Chilean economy tends to be greatly affected by the fortunes 
of the copper industry, which currently accounts for about 60 percent 

of Chile's export earnings. London Metal Exchange prices in 1976 averaged 
63.5 cents, far below what many observers regard as the long-term tread. 
The pricing outlook remains uncertain. 


Production, which in 1976 was at about optimal levels, ix 1977 is 
expected to be marginally lower. Because the grade of ores being mined 
is decreasing, the state mining company, CODELCO, must make significant 
investments to maintain present levels of output. Significant expansion 
of capacity through the opening of new mines will have to await foreign 
investments. These will require six to eight years of preparation before 
copper is actually produced. Two such ventures, which would augment 
Chile's annual copper output by about 170,000 MT, are expected to be 
approved very soon. Other foreign investors are negotiating with the 
Chilean government for the exploitation of other copper deposits. 


Industry. Industrial production in December 1976 reached its highest 
level since December 1974, and should continue to rise at a modest rate in 
the coming months. Output of intermediate goods has shown the greatest 
growth during the last eighteen months, presumably reflecting producer 
optimism about the outlook for future sales. Production of consumer 

goods has also picked up rapidly since the depth of the industrial depres- 
sion in September 1975, 








Less buoyant growth has been registered in the construction materials, 
diverse manufactures, and consumer durables sectors. High interest 
rates continue to deter consumer purchases on installment and business 
investment. Keener foreign competition, credit stringencies, and low 
levels of domestic demand have forced a number of firms into bankruptcy, 
the rigors of which may be mitigated by new legislation. Recent large 
inflows of vehicles from abroad, which bode ill for Chile's depressed 
and high cost auto industry, are beginning to encounter further protect= 
ive measures. 


Agriculture and Forestry. The Chilean government has instituted policies 
which it expects to reverse the relative decline of the Chilean agri- 
cultural sector. Most agricultural prices at the consumer level have 
been freed and exchange policies have been implemented which encourage 
farm sector expansion. The long germinating agrarian-referm program is 
to be completed in mid-1977 with the assignment of remaining lands still 
under government administration. 


These policies and favorable weather have spurred Chilean agriculture 
to higher levels of output despite problems with high credit costs, 
inadequate capital, and unstable prices. Estimates of wheat production 
in the 1976/77 crop year run from an optimistic 1,256,000 tons to about 
1,150,000 tons, the latter up from some 865,000 tons in the previous 
season. Other crops apparently also fared well. 


As credit conditions become more nearly normal, Chilean farmers’ will be 
able to optimize on inputs of fertilizers, improved strains of seeds, 
insecticides, etc. Completion of the land reform program and guarantees 
of stable land tenure policies are expected to increase the flow of 
investment, domestic and foreign, to this long undercapitalized sector. 
AID, the World Bank, and the Inter-American Bank all have major loan 
projects which make capital accessible to small and medium-sized farmers. 


To help stabilize farm sector prices, the Chilean government has established 
floor and ceiling prices for wheat, sugarbeets, and rapeseed. Presumably 
these bands will be widened as the economy stabilizes and as Chile 

develops strmger links with international farm commodity markets. 


Chile has an abundance of forestry resources, and vast forestry potential 
to be encouraged by government- subsidized reforestation. Lumber and 
timber products are becoming important sources of foreign exchange and 
accounted for about nine percent of Chile's export earnings in 1976. 


Balance of Payments. In 1976, Chile recorded a small current account 
surplus == about $45 million -- and a large overall surplus -—- about $460 
million despite more than $860 million in debt amortizations and interest 
payments. The substantial trade surplus in 1976 resulted from a fall ia 
imports, while exports rose. Capital inflows -- predominantly short and 
medium term -- exceeded by a wide margin heavy foreign debt amortizations. 
When imports continued sluggish in early 1977, the Chilean government 
decided to boost imports, and to slow down monetary expansion by revaluing 
the peso by 10 percent. This was the second such revaluation in a period 
of less than a year. 


ee 


Chilean external accounts have greatly improved in the last two years. 
The large concentration of external debt payments over the next three 
years, however, coupled with an accumulation of substantial short-term 
debts generated by extremely high domestic interest rates, demand a 
cautious financial policy. With greater international confidence in 
Caile's financial soundness, the Chilean authorities are moving to 
lengthen debt servicing obligations, thereby easing the pressures on the 
balance of payments. 


Despite a continuing real revaluation of the peso, the Chilean government 
expects to hold the overall balance of payments deficit to a level which 
it can easily finance. Few exports are expected to drop as a consequence 
of a lower price for foreign exchange. Since dollar prices for most of 
Chile's exports have been rising in recent months, peso revaluation ‘will 
reduce, but not necessarily eliminate, export profits. 


In May the Chilean Central Bank will return to a policy of daily peso 
devaluations in accordance with the previous month's rate of inflation. 
Levels of foreign exchange reserves, tariff reductions, projected copper 
prices, and changes in foreign indebtedness, however, will be weighed in 
determining the desirability of more substantial exchange rate adjustments. 
Tight controls on short-term capital inflows and outflows are expected’ to 
ease as the external and internal financial situations become more stable. 


Monetary and Fiscal Policy. Both Ml (currency and sight deposits) and M2 
(Ml plus time and saving deposits) have continued to grow at high rates. 
Many years of very high inflation have shrunk the real money supply, as 
measured by Ml, to abnormally small proportions (about 3.5 percent of gross 
domestic product). One result has been less Central Bank control over 
monetary variables. The expected decumulation of foreign exchange 

reserves and improved situations with respect to the finances of the central 
government and of other public sector institutions, should enhance Central 
Bank control over key monetary variables needed to bring inflation down 

to an acceptable level. Although much reduced from earlier rates, Chilean 
inflation has averaged to about a 90-100 percent yearly rate in recent months. 


Inflation, high reserve requirements, and a paucity of savings have kept 
short-term interest rates at extremely high rates, largely eliminating the 
market for other than very short-term funds. The credit crunch helped to 
bring on the collapse of several finance companies and one large bank at 
the turn of the year. Also at fault was lax supervision and inadequate 
standards. New legislation will eliminate under-capitalized financial 
institutions and stronger regulations holds out promise for deterring much 
of the imprudence which has characterized the operation of some Chilean 
financial institutions in recent months. The Chilean government is also 
considering the establishment of depositor insurance for the protection of 
small savers. 


The March economic package included provisions for lower reserve require- 
ments on sight deposits and special Central Bank lines of credit for 
exporters and investors. Credit expension helped to ease the crunch on 
many local firms and to lower interest rates. The new credit lines are 
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designed to aid exports of capital goods and to stimulate lagging domestic 
investment. 


The government budget adopted in December projected a small surplus in 

the peso budget and a rather substantial deficit, based on 60 cents a pound 
of copper, in the foreign exchange budget. The March reductions in 

personal and corporate income taxes and in employer social security pay- 
ments are expected to be balanced by revenues arising out of a higher level 
of economic activity. If recent copper price increases are sustained, dollar 
revenues should balance off dollar outlays in the budget. 


IMPLICATIONS FOR THE UNITED STATES 


Investment. A principal reason for Chile's withdrawal in late 1976 from the 
Andean Pact was a desire to pursue a more liberal foreign investment policy. 
In March a new foreign investment law was enacted which assures the foreign 
investor basic equality of treatment with national investors and the right 
to remit invested capital and profits with only minimal limitations. The 
Main provisions of the law are: 


1. The investor is permitted to include currency, assets in kind, tech- 
nology and foreign loans in his capital contribution. 

2. Profits may be capitalized without limit. 

3. The minimum investment period is three years. There is no maximum. 


4. Virtually all investments of less than US$5 million may be negotiated 
with the Secretary rather than with the full Foreign Investment Committee. 
This should reduce bureaucratic red tape on small and medium size investments. 


5. A foreign investor is given the option of accepting an invariable 


corporate tax rate of 49.5 percent for up to ten years or taking the current 
variable rate on Chilean corporations, currently 48.5 percent. 


6. Imports of capital goods are. exempted from the value added tax. 


The new law should largely eliminate prolonged negotiation and remaining 
administrative barriers to foreign investments. On the other hand, some 
investors probably would rather have greater flexibility than provided by 
the new law for negotiating the terms of their investments. Minerals 
investors, in particular, would prefer that the fixed tax period exceed 10 
years. Others would prefer more advantageous tax features, in such areas 
as depreciation. 


Foreign investors should be attracted by a responsible financial policy, 
access to a skilled and underutilized work force, and the improved 
prospects for economic expansion. While assured about the soundness of 
Chile's economic program, some may nevertheless harbor misgivings over the 
future solidity of its political and social institutions. President 
Pinochet has recently promised greater progress toward the definition of 
the country's political and social systems, a process which should be un- 
folding in the year ahead. 


Trade. In February Chilean tariffs were adjusted in accordance with the 
program for reducing tariffs to a reasonably protective level by the end 
of 1977. The maximum nominal tariff at the time, except on a few items such 
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